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My nameisWilliam J. Rennicke, and | am a Vice Presdent with Mercer Management
Conauiting, Inc. (Mercer). | have 30 years of experience consulting to the trangportetion
industry on awide range of regulatory, economic, litigation, and asset management issues. |
specidizein trangportation drategic planning, management, marketing, economics, and
operdions, and have particular expertise in restructuring, organizationd redesign, and
transactions to improve financid and operating performance of trangport operators around
the world. | have previoudy provided expert tesimony on the state of the North American
ral industry on saverd occasions before the U.S. and Canadian legidatures. | have dso
directed the andlysis of the competitive effects of transactions before the FTC and DOJ.

My purposein preparing this statement is to provide the Committee with Mercer’s
perspective on the worldwide trend towards private sector involvement in passenger
railroad restructuring and privatization. My testimony is based on experience working with
many of the nationd railways worldwide that have been restructured, privatized, or are
otherwise seeking ways to dtract private sector investment and improve both their finances
and their sarvices.

Inthe last ten years, there has been aradicd changein the way passenger railroads around
the world are structured and operated. A particular feature has been growing private sector
involvement in dl aress, from operdting trains, through maintenance of rolling sock and
infradtructure, to financing of large-scde projects. In generd, the result has been very
positive, with improvements in sarvice and ridership, incressesin investment and big
reductionsin subddies

Many of the lessons can be gpplied to the US passenger rail situaion, dthough obvioudy
eech country is different, and we should be careful in gpplying wholesdle amodd used
dsawhere, however successful.

Ten Years Ago

Ten years ago, around 1990, virtudly dl countries had large, integrated, Sate-owned
ralroads. Theintegrated railroads did everything - specifying, procuring and owning
equipment and infrestructure, maintaining it, running passenger and freight services, operding
sations and freight termindls, providing add-on servicesto customers, and managing al the
asociated adminigtrative activities.
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Many of the railroads were actudly government departments, others some form of public
corporation. In both cases, funding came from the government, usudly through coverage of
the annua operating deficit, and funding of the capitd budget. Since governments are
perennidly short of money, capital spending was inadequate to replace assets, and the
condition of the equipment and infrasiructure was seedily deteriorating.

Theonly mgor private sector involvement was US freight railroads. Outsde of US freight,
private sector involvement was very limited.

Changes in the Last Ten Years

Since 1990, the railroad sector worldwide has undergone aradicd change that is ill
cortinuing. The change has been driven by three rdated factors

Poor and dedlining performance by therailroads, indluding dedining (or bardy
increasing) ridership, poor service (especidly frequency and on-time
performance), and increasing costs and financid support required.

Financid pressures on governments that made the subsidy paid to railroads look a
poor vaue use d public funds compared to dternative uses such as hedth and
education.

Frudration by governments & the lack of firm action by railroad management to
address these problems, and at the intransigence of labor to adapt in ways thet
would assig performance.

The changes differed by country, depending in particular on how bed the Stuation was, the
government’ s objectives and the leve of kills available in the exigting railroad gaff to sort
out the problems.

Unbundling

A common themein dl countries has been “unbunding’. The integrated state-owned
railroad comprised a series of activities - for example, financing the equipment, owning it,
maintaining it, operating it, marketing the sarvice to passengers - thet together provide the
sarviceto cusomers.

Unbundling separates out these activities and gives them to the mogt efficient type of
provider. So, financing and ownership of eguipment may be done more efficiently by an
operating lessor or abank. Equipment maintenance may be done more efficiently by a
specidist mantenance company, or by the manufacturer who understands the technology
and can give along-term commitment to equipment availability. Train operation may be
done better by large bus operatorswho are skilled at providing high-frequency cusomer-
oriented sarvices.
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Importantly, unbundling alows the private sector to become involved. No private sector
companies have the experience to manage the full range of rail activities, but they can be
very effective @ managing pieces of it. Where thereis arequirement to manage more than
that, they can creste consortium arrangements where each member does what heis good at
and they dl sharein the overdl risk and reward.

Private Sector Involvement

Private sector involvement has teken avariety of forms

Full or partid IPO of the railroad or unbundled parts of it. Examplesinclude
Canadian Nationd, the Japanese railroad (split into regiond operators), the UK
infragtructure company Railtrack, and the subway operator MTRC in Hong
Kong.

Sdeto private owners. Examples here indude the New Zedand railroad and the
UK freight operator (both sold to Wisconsin Centrd), the Argentinian freight
lines (sold to loca and US short line operators), and the UK passenger ralling
stock and mai ntenance shops (sold to various banks and manufacturers).

Concessons to operate services. Examplesincude Argentina passenger services
(origindly concessoned for seven yearsand now being extended to encourage
re-investment), Swedish and German regiond rail concessons (typicdly 3-10
years), and UK passenger franchises (7 years).

Financing of new assats. Thisindudes growing private sector leesing of rolling stock,
and the financing of mgjor infragtructure. Examplesindude the UK passenger
rolling stock fleet (the ROSCOs), and FBOT (finance, build, operate, trandfer)
schemes such as the Dutch highrgpeed line, the high-gpeed Channd Tunnd Rail
Link in the UK, and the Tawan high-speed line.

Asthe examples show, it is not necessary to sl the whole system to get many of the
benefits of private sector involvement. Many countries, particularly in Europe, are working
toward amixed modd, where some activities, particularly management of infrastructure, will
be gtate-run and others, particularly train services, will be run by the privete sector.
However, even date-run infrastructure ectivities will use the privete sector, eg., for
maintenance or for financing mgor projects, asthe normd part of doing busness.

Country Case Examples

South America has seen the modt rdica changesin itsralroads, with virtudly dl the
region' srailroads moving from state-owned to private sector in the last ten years. Argentina
was the firgt country in South America (and in the world) to move to complete private sector
railroadsin 1993-5. At the time sarvice was very poor, financia support was out of control,
and poor asst condition threstened even basic operation. The government, with Mercer's
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help, moved quickly to bring in private operation of al passenger and freight lines, and
committed them to a program of asset improvement. Similarly in Mexico, the rapid
devauation af the peso forced the government, again with Mercer’ s help, to split up and
concession the freight railroad in three piecesin record time, yidding over $2.5 billion in
one-off cash to the government.

In continental Europe, railroads were better run, and government financid pressuresless. As
aresult, there has been agradud evolution, pushed dong by the European Commission. The
succession of changes started with restructuring of the railroads while il in state ownership
to make them more commercid, efficient and finandidly sound (and to separate
infradtructure from train operations). It has now moved to grester private sector involvement
and competition, with a requirement for commuter, regiond and light rall sysemsto be
offered to competitive concesson, and plansto 1PO the freight and inter-city passenger
srvicesin some countries. Similar changes are happening, more dowly, in Eastern Europe,
as countries prepare to join the EU.

The UK, of course, followed a different path. The government unbundled the sysem into
100 separate pieces and privaized everything. The resulting complexity has caused
problems, and contributed to the failure of Railtrack, but other parts have performed well,
paticularly the train operators, and the rolling sock management and maintenance,

Elsawhere, Jgpan is completing the privatization of its sysem, mainly through 1PO of exiging
operators, Audrdiais concessoning mogt of its passenger and freight operations; and New
Zedand s0ld off itsrailroad in the early 1990s. Even Chinais now reviewing options for
unbundling and private sector involvement in its massve sysem, and Russia has recently
restructured its railroad in preparation for privatizaion.

Emergence of Private Sector Companies

Pardld to these changes has been the emergence of private sector companies to take on the
new roles. Ten years ago, governments had to seerch for companies with the right skills
when they wanted to bring in the private sector. Now, thereis agroup of companies
experienced in operating in the new unbundled rail indudtry.

There are four different types of new companies

Train operators. New passenger train operators are primarily French or British bus
companies thet garted with UK rall privatization. They indlude Connex,

Nationd Express, ViaGTl, Firgt Group, Arriva and Stagecoach. They now

hold concessionsin the UK, Netherlands, Audtraia, Sweden, Portugd,

Germany, and Denmark, including some hightspeed sarvices (over 125 mph).

Maintenance companies. Infrastructure maintenance specidists have emerged mainly
from congtruction companies and include Balfour Bestty and Jarvis of the UK,

and Sersaof Switzerland. In rolling stock maintenance, manufacturers

predominate, including Bombardier, Alsom and Semens
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Finance providers, including lessors (financid and operding), arrangersand
commerdd lenders Thereisalarge lig of commerdid lendersin Europein
particular that now have experience owning rail assets and lending to major
railroad projects, and agrowing understanding of how to assess and pricethe
risksinvolved.

BOT (build, operate, transfer) consortia. Consortiamembersinclude finance
providers and train operators, but also other risk-taking companies such as
project managers (eg., Bechtd) and engineering consultants.

With their internationd experience with different rail operations, these new companies are

increasingly trandferring best practices from one country or operation to another.

Maximising Value from Private Involvement

As governments have developed private sector involvement, they have learned what

conditions are required to maximize the vaue they get. Some of the conditions rlate to
atracting private sector bidders in an internationa marketplace where private companies
have many other opportunities; others reate to ensuring ongoing vaue as the contract or

concesson progresses. The mgor conditions ares

Claity on the framework (palitical, inditutional and legdl) within which the privete
sector will operate. Without this, the private sector fearsit will get squeezed by
ever changing politica pressures. In the UK, for example, the threet by the
Labour party of re-nationdization put off bidders and considerably reduced the
value the government obtained from the sale of the ROSCOs and the IPO of
Railtrack.

A dructure of the business being offered thet gives private operators sufficient
breadth over which they can add value, and sufficient flexibility to make
changes. Too narrow aset of activities and too many condraints (eg., on
sarvice frequency, prices, or labor) reduces the private sector’ s ability to
improve performance. Some private operators are not bidding for concessons
in Europe because the concessions are too narrow and too short to make a
decent return.

Agreed, messurable and enforcegble commitments on service and invesment, which

if met will ddiver to government the bendfits it nesds. This effectively dignsthe
government’ s and the privete operator' s interests.

Strong performance monitoring arrangements, induding reporting and meaningful
pendltiesfincentives which focus the private company’ s management and staff
day-today. This needs to be coupled with a hands-off day-to-day management
gpproach by government, which dlows the company to manegein anormd
commercid manner.
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Results

In generd, the reaults of the changes have been very postive. For example,

In Argenting, ridership of the commuter system increased by 125% in the first seven
years of the concessions (1993-2000), service improved dramaticaly, and
subsidiesfor the commuter and metro systems combined reduced from $300
million to $50 million.

In Mexico, in addition to the $2.5 hillion initid cash inflow, government subddies of
$0.7 billion ayear were diminated. Freight traffic rase by 50% between 1995
and 2000 and a $1.3 hillion investment program was completed.

Inthe UK, passenger and freight traffic increased by 25-40% in the fird five years,
subsdies for passenger services were committed to fal by 60% over the seven
years of the franchises, and amgjor replacement program for passenger rolling
gdock isdill underway.

In passenger concessioning in countries such as Sweden, Germany and Audrdia,

private operators are committing in their bids to operate the services with cost
reductions of 20% or more, with alarger reduction in subsidly.
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